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SUMVARY
By conformng state lawto current federal law, this bill would permt taxpayers

involved in a real property trade or business who neet certain tests to treat
rental real estate activities as nonpassive activities subject to limtation
under the passive loss limtation rules.

EFFECTI VE DATE

This bill would apply to taxable or inconme years beginning on or after
January 1, 1999.

BACKGROUND

A passive activity is any activity involving the conduct of any trade or business
in which a taxpayer does not materially participate. Passive activity includes
any rental activity. The rules on passive activity |osses (PALs) limt
deductions and credits from passive activities. Deductions attributable to
passive activities, to the extent they exceed incone from passive activities,
generally may not be deducted agai nst other incone, such as wages, portfolio

i ncone, or business inconme that is not derived froma passive activity. A
simlar rule applies to certain credits. Deductions and credits that are
suspended under these rules are carried forward and treated as deductions and
credits from passive activities in the next taxable year. Losses froma passive
activity are allowed in full when a taxpayer disposes of his entire interest in
the passive activity to an unrelated person in a fully taxable transaction

The passive loss limtation rules apply to individuals, estates and trusts,
closely held C corporations, and personal service corporations. A special rule
permits closely held C corporations to apply passive activity |losses and credits
agai nst active business inconme (or tax liability allocable thereto) but not

agai nst portfolio inconme. For purposes of the California S corporation franchise
or incone tax, the passive loss limtation rules also apply to S corporations as
if the S corporation were an individual (rmaterial participation of an S
corporation in its activities is determned as if the S corporation were a
closely held C corporation.)

SPECI FI C FI NDI NGS

Under state and federal |aw, passive activities are defined to include trade or
busi ness activities in which the taxpayer does not materially participate and any
rental activity.
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Thus, all rental activities (including rental real estate activities) are treated
as passive activities, regardless of the |evel of taxpayer's participation. A
taxpayer materially participates in an activity for the taxable or inconme year
only if the individual is involved in the activity's operations on a regul ar,
conti nuous and substantial basis during such year and neets at |east one of the
follow ng tests:

Participation in the activity by the taxpayer is nore than 500 hours;
Participation in the activity by the taxpayer is substantially all of the
participation in it by all individuals;

Participation in the activity by the taxpayer is nore than 100 hours and i s not
| ess than anyone el se;

The activity is a significant participation activity (SPA) for the tax year and
the individual's aggregate participation in all SPAs is greater than 500 hours.
A SPA is a trade or business in which the individual significantly participates
in nmore than 100 hours, but in which he does not otherw se participate;

The taxpayer materially participated in the activity for any five taxabl e years
during the ten inmedi ately precedi ng taxabl e years;

The activity is a personal service activity and the taxpayer materially
participated in the activity for any three precedi ng taxable years; or

Based on all the facts and circunstances (taking into consideration the
exceptions and limtations provided under the regulations), the taxpayer
participates in the activity on a regular, continuous and substantial basis.

A special rule permits the deduction of up to $25,000 of passive |osses from
active participation rental real estate activities. This $25,000 anmount is

al l owed for taxpayers with nodified adjusted gross incomes of $100,000 or |ess,
and i s phased out for taxpayers with nodified adjusted gross inconmes between
$100, 000 and $150, 000.

Fromtheir inception in 1986 until 1993, the passive activity provisions of the

I nternal Revenue Code have generally treated all rental activities as passive,
regardl ess of the taxpayer's level of participation. However, under federal |aw
as amended in 1993, a taxpayer's rental real estate activities in which he or she
materially participates are not subject to limtation under the passive |oss
limtation rules if the taxpayer neets eligibility requirenents relating to
services perforned in real property trades or business. The 1993 changes to
federal law did not allow qualified real estate professionals to “unlock” passive
activity losses incurred prior to January 1, 1994, and to thereby use such | osses
agai nst nonpassi ve inconme generated after that date.

Real property trade or business neans any real property devel opnent,
redevel opnment, construction, reconstruction, acquisition, conversion, rental
operation, managenent, |easing, or brokerage trade or business.

An i ndividual taxpayer neets the federal eligibility requirenments relating to a
"real property trade or business" if:

(1) nore than half of the personal services the taxpayer perforns in trades or
busi nesses during the taxable year are perfornmed in real property trades or
busi nesses in which the taxpayer materially participates, and
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(2) such taxpayer perforns nore than 750 hours of services during the taxable
year in real property trades or businesses in which the taxpayer materially
partici pates.

A taxpayer who neets these eligibility requirenents for a real property trade or
busi ness, al so nust neet at | east one of the seven tests for materi al
participation for each rental real estate activity which is determ ned to be
nonpassive. In the case of a joint return, the eligibility requirenents are net
if either spouse separately satisfies the requirenments. Thus, one spouse mnust
satisfy both of the eligibility requirenents, w thout regard to services
perfornmed by the other spouse. 1In determining material participation, however,
there is no change to the existing rule that the participation of the spouse of
the taxpayer is taken into account.

California |l aw confornms to the federal passive activity rules with certain
exceptions. California has never confornmed to the special rules for taxpayers in
real property trades or businesses. As aresult, all rental real estate
activities are treated as passive activities regardless of the taxpayer's
occupation or | evel of participation

Under the PITL and the B&CTL, this bill would prospectively conformstate law to
existing federal law with respect to the special rules for taxpayers in rea
property trades or businesses. Thus, this bill would permt taxpayers in real
estate trades or businesses who neet specified eligibility requirenents to treat
as nonpassive rental real estate activities in which they materially participate.
Under this bill, as under the 1993 federal changes, qualified real estate

prof essionals woul d not be allowed to “unl ock” passive activity |osses incurred
prior to the date of conformty to federal |aw (January 1, 1999,) to be used

agai nst nonpassi ve inconme generated after that date.

Pol i cy Consi derati ons

Conformng to federal tax law is generally desirable because it is |less
confusing for the taxpayer, particularly when dealing with conplex areas
such as PALs. Conformty also eases the departnent’s admi nistration of the

law by utilizing many federal fornms and instructions. This bill would
i ncrease conformty, potentially making the calculation of tax easier for
t axpayers.

| npl emrent ati on Consi der ati ons

According to I RS staff specializing in passive |osses, the addition of the
special rules for taxpayers in real properties trades or businesses created
significant nonconpliance i ssues. These nonconpliance issues are |argely
due to taxpayers incorrectly asserting that they qualify as real estate
professionals and that they also materially participate in rental real
estate activities.

Proper inplenentation of these special rules for taxpayers in real property
trades or business as a result of this bill would suggest increased audit
activity to verify whether taxpayers are accurately treating rental rea
estate | osses as nonpassi ve.

Al t hough I'RS nunbers for the anount of nonconpliance are not avail abl e,
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according to IRS staff, such nunbers are significant and simlar

i mpl ement ati on i ssues could be expected for California. An education
program by the departnment may help in this area but would not resolve issues
wi th taxpayers who take an aggressive filing position.

FI SCAL | MPACT

Depart nental Costs

This bill may require additional costs to educate taxpayers and to audit
returns. This additional cost is not determ nable but, based on IRS
experience, could be significant if audit activity is sufficiently inpacted.

Tax Revenue Esti mate

Based on Iimted data and assunptions di scussed below, this bill would
result in the foll owi ng revenue | osses.
Esti mat ed Revenue | npact of AB 569
As I ntroduced 2/19/99
[$ In MIlions]
1999- 00 2000-01 2001- 02
PIT ($9) ($8) ($8)
B&CT ($1) ($1) ($1)
TOTAL ($10) ($9) ($9)

The bill would be effective with taxable/income years beginning on or after
January 1, 1999, with enactnment assuned after June 30.

Thi s anal ysis does not consider the possible changes in enploynent,
i ncone, or gross state product that could result fromthis nmeasure.

per sonal

Tax Revenue Di scussion

The nunber of qualifying real estate professionals who materially
participate in rental real estate activities, the amount of otherw se
nondeducti bl e passive | osses generated by the activity that, under this
proposal , can offset other, nonpassive incone, and the tax rates of
qual i fying taxpayers woul d determ ne the revenue inpact of this bill

For this issue, previous estimtes have been based on prorated federal
projections for the Revenue Reconciliation Act of 1993 (P.L. 103-66). Based
on available tax return data, it now appears that estimted state inpacts
shoul d be reduced to the | evels shown above.

Usi ng personal incone tax sanple data (1996 base), a nethodol ogy was

devel oped to quantify the amount of rental real estate |osses attributable
to real estate professionals who materially participate. This was
accomplished by targeting tax returns of resident taxpayers (Form 540) with
a current year net loss in excess of $2,500 fromrental real estate
activities with active participation, and with positive taxable incone.

This sel ection assunes: (1) taxpayers with | osses of |ess than $2,500 are
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unlikely to be real estate professionals, and (2) real estate professionals
are unlikely to have other passive activities generating net incone
sufficient to offset any significant rental real estate |osses.

For returns matching the selection criteria, net |osses fromrental real
estate activities with active participation, reduced by the special

al | onance, were tabul ated, conpared, and limted to anounts reported as
state and federal differences for certain categories of incone shown in
Schedul e CA. The resultant anmount is used as a proxy to represent
nondeducti bl e passive losses (fromrental real estate activities with active
participation) of real estate professionals.

A series of adjustments was applied to the proxy anmount to derive the
addi ti onal anpunt that woul d be deductible under this proposal. Reductions
were made for the conplexity of applying properly the tests for determning
a real estate professional and material participation, and the anount of
suspended | osses treated as fromfornmer passive activities and not
deducti bl e as nonpassi ve | osses under this proposal.

For PI'T purposes, applying an 8% margi nal tax rate derives an estimated | oss
at 1996 levels of $7 mllion. The 1996 inpact was grown by the projected
rate of inflation to derive the 1999 and subsequent year |evels.

The B&C tax estimates, also based on original federal projections, have been
reduced proportionately with the reduction in PIT estinmates.

POSI T1 ON

Neutral. At its March 23, 1999, neeting, the Franchi se Tax Board voted 2-0 to
take a neutral position on this bill.



